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Corporate Capital Structure and Its Market Value in Nigeria

Following the Modigliani—Miller paradigm (1958), corporate financing decision
preference has attracted the attention of most scholars of corporate finance in the past
decade. This method of approach has stimulated substantial research efforts in determi-
ning what seems to be an optimal capital structure for firms asit affects corporate market
value within the corporate cycle.

The aim of this study is to facilitate an optimal capital structure for firms because
empirical evidences have shown that a firm’s capital structure is fundamental in deter-
mining its going concern in times of economic instability and financial distresses. It is
also a contribution to the literature by providing empirical evidence within the context of
the Modigliani — Miller relevance theory and the static-order theory and to the author’s
knowledge, there are only a few works in Nigeria devoted to the study of the Nigerian
corporate capital and their influence on the market values, and still with no consensus
consideration.

The effect of a firm’s capital structure on its market value was considered empirically
in this paper. Dataset for analysis was used from non-financial listed companies for the
period of 2005-2009. A significant and positive relationship between non-financial firms’
market values and their debt-equity ratios were obtained from the regression analysis.
The negative relationship between a firm’s total-debt/total-capital ratio and its market
value, its size positively affect and its market value were obtained. The firms’ leverage
of positive influences on their market values was found. It is suggested that a firm shoud
actually attain an optimal capital structure.

Keywords: capital structure, market value, non-financial firms, static order theory,
firm size.

Introduction. Following the Modigliani—Miller paradigm in 1958, corporate
financing decision preference has attracted the attention of most scholars of corporate
finance in the past decades which has stimulated substantial research efforts in deter-
mining what seems to be an optimal capital structure for firms as it affects corporate
market value within the corporate cycle. Major debates have centred on the existence
of an optimal capital structure and the level of debt usage relevant to individual firm’s
capital structure. According to Modigliani and Miller (1958), under the perfect capital
market assumption, a firm’s market value does not depend on its choice of capital struc-
ture when there are no bankruptcy costs, taxes, and capital markets are frictionless.
But after due consideration on the inclusion of corporate taxes, Modigliani and Miller
(1963) assented, by way of amending their previous proposition, that when there are
corporate taxes then interest payments are tax deductible and that 100 percent debt
financing is optimal. That is, corporate value increases as debts increases. Considering
this argument, despite the substantial research efforts devoted to determining an op-
timal capital structure for individual firms, there is still no generally accepted theory
throughout the literatures explaining the debt-equity choice of firms Adeyemi and
Oboh, (2011). In Nigeria, one of the fundamental causes of corporate distress points to
the fact that inadequate capital and inappropriate capital mix characterize the Nigeria
firms (Salawu, 2007). Generally, firms are faced with a complex list of options when
deciding on their choice of capital structure. Most firms have to choose either to finance
their investments with retained earnings, new equity issues, or through debt.
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The aim of this study is to facilitate an optimal capital structure for firms because
empirical evidences have shown that a firm’s capital structure is fundamental in
determining its going concern in times of economic instability and financial distresses.
It also adds to the literature by providing empirical evidence within the context of
the Modigliani-Miller relevance theory and the static-order theory the effects of a
firm’s choice of debt-equity mix on its market value drawing evidence from Nigeria.
To the best of our knowledge, there are only few studies in Nigeria that have examined
the Nigerian corporate capital structure as it affects market values, and still with no
consensus consideration.

SCOPE. The first part of this paper introduces the title and aims of the study
while the second part reviews the related literature, the third part is on methods used.
The result of discussion and conclusion of the study follows in the fourth and fifth parts
respectively.

Literature Review and Theoretical Framework. Although there have been
substantial research efforts made by different scholars in examining the factors affec-
ting a firm’s choice of capital structure, no generally accepted theory exists throughout
the literatures explaining the firm’s choice of debt-equity combination. But in the last
decades, there are several theories propounded explaining a firm’s capital structure and
its determinants subsequent to the Modigliani—Miller (1958) [13] paradigm. Diffe-
rent scholars have expanded on their irrelevance theory of capital structure and several
theories have emerged explaining the capital structure choice of a firm and the factors
influencing such choice. For instance, the pecking-order theory, the static-order theory
and the agency cost theory among others have been largely discussed in the literatures
(Bokpin and Isshaq, 2008 [5]).

This theory, despite its success raised a number of considerable debates among
researchers (Modigliani and Miller, 1963 [14]; Baxter, 1967 [4]; Warner, 1977 [19];
Miller, 1977 [12]; De Angelo and Masulis, 1980 [6]; Altman, 1984 [3]; Myers, 1984
[15]; Leland, 1994 [11]; Abu, 2008 [1]).

This paper, however, in the context of the Modigliani-Miller relevance theory and
the static order theory of capital structure discusses how a firm’s capital mix affects its
market value. Normally firms finance their operations through various sources consis-
ting of preferred shares and debts, variable and secure income securities. Therefore,
corporate financing decision simply involves a firm combining various securities in
order to minimize its risks and maximize expected returns. The essential argument
here is how a firm should strike a balance between risk and return in order to attain
optimum capital mix of debt and equity. A firm’s capital structure could either be all
equity financed (i.e. 100% equity capital), or all debt financed (i.e. 100% debt capital),
or could be an appropriate mix of both equity capital and debt capital (i.e. X% equity
capital and Y% debt capital).

Data and Methodology. In this study, empirical model and estimation method
are used based on effect of firm’s capital structure, on its market value using a multiple
regression estimator framework. Dataset were obtained from the annual reports and
accounts of a selection of listed non-financial companies for the period of 2005 to 2009.
Periodical publications of the Nigerian Stock Exchange such as fact books were also
depended upon to augment available data. Seeing that some of the variables in this
study are proxies for the real variables, it is imperative at this point to properly define
the constructed variables. The regression model states:

it :a0+b]X1it+b2X2it+b3X3it+Sit . (1)
Where:
= market price per share (being the dependent variable);

Y
X = long-term debt/equity capital;
X
X

;Z total-debt /total capital;

,; = natural logarithm of net assets;

a, = Intercept or constant of the equation;

b,, b,, b, = as coefficients of the independent variables;
andg, = errorterm.
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The key variables of this study include the market value of the firms, their debt-
equity mix (X, ) and total-debt /total capital ratio (X,) for the specified financial period.
According to most corporate finance literatures and theories of capital structure, the
firms’ debt ratios (DRs) are usually used as the measurement for the level of leverage
employed by the firms. This largely depends on the purpose the study seeks to achieve.
Prior empirical studies have employed a broad choice of debt ratios as measurement
for financial leverage (see Hamson, 1992; Abu, 2008). For the purpose of this study,
their debt-equity mix (X,) and total-debt / ‘total capltal (X,) were used to measure their
debt ratios. The market prlce per share, in like prior studles has been used in this study
because most firms are generally valued being based on their market values in times of
takeover or merger, and or, when a new issue is to be made. And also, most investors
are likely to be attracted to firms with higher market price per share than those with
lower market price per share. Furthermore, the size of the firms were included in
the regression analysis as a control variable in order to bring the study to a logical
conclusion. Different measurements for the firm’s size were employed in most prior
empirical studies. For instance, Hamson (1992) used the natural logarithm of the sum
of the fair value of equity and the book value of liabilities, the natural logarithm of total-
assets was employed by Gul and Tsui (1998) and the natural logarithm of sales was used
by Titman and Wessels (1988). However, this study adopted the natural logarithm of
net-assets as the measurement for the firms’ size.

Empirical Results and Discussion. In this section, we examined the descriptive
statistics for both the explanatory and dependent variables of interest. Each variable
is examined based on the mean, standard deviation and normally distributed skewness
and kurtosis values. A long right tail signifies a positive skewness and a long left tail
signifies a negative skewness. A value of 3 has been suggested to be a normal kurtosis
value. A variable with a value greater than 3 indicates a substantial peak. But when it
is less than 3, then the distribution will be flatter. Table 1 below displays the descriptive
statistics for the study.

Table 1
Descriptive statistics
Variables Min Max Mean | Std.D Skew- K“T' N
ness tosis
Dependent:
Y, 1.398 | 225934 | 28.8053 | 48.8269 2858 | 8362 | 39
Independent:
X, 0.0009 | 1.9849 0.3866 | 0.4087 2224 | 6.059 | 39
X, 0.0009 | 10.1322 0.4653 | 1.5962 6.152 | 38.203 | 39
X, 4.68 7.60 6.5174 | 0.7001 -0.629 0137 | 39

Source: Developed by the author.
Note: This table presents descriptive statistics for all the variables of interest.

As shown in Table 1, the mean value for Y, indicates that, on the average, most
non-financial firms have a relatively fair market value (mean = 28.8053). That is, not
too low and not too high, suggesting that only a few firms have their market values
above average. The mean value for X  signifies that on the average, the debt/equity ratios
of most firms are skewed towards equlty capital than debt capital (mean = 0. 3866).
Implying that, most non-financial firms in Nigeria are low-geared companies. Whereas
the mean value for X, indicates that the total debt,/total capital ratio of most of the firms
is below average (mean 0.4653), the mean value for X, indicates that most of the firms
are large companies having their net assets above average (mean = 6.5174).

Furthermore, considering the Y, variable, it shows a right tail distribution
(skewness = 2.858), as well as a substantial peak value (kurtosis = 8.362). Also, the
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X, and X, variables show right tail distributions as seen in Table 1 (skewness = 2.224
and 6.152 respectively) and substantial peak values (kurtosis = 6.059 and 38.203
respectively). Whereas, the X, variable has a left tail distribution and a low peak value
(skewness = -0.629 and kurtosis = 0.137 respectively). From the descriptive statistics
as a whole, the variables show right tailed distributions and substantial peak values,
except for the X, variable which shows a left tail and low peak value. We therefore
conclude that variables are skewed and have substantial kurtosis values.

As part of the procedure for analysis in this study, a correlation analysis was
performed in order to establish relationship among all the variables of interest. Table
2 below displays the correlation matrix.

Table 2
Correlations Matrix
Yir X1 X2 XS
i Pearson Correlation 1
Sig. (2-tailed)
X, Pearson Correlation 0.392(*) 1
Sig. (2-tailed) 0.014
X, Pearson Correlation -0.042 0.205 1
Sig. (2-tailed) 0.801 0.211
X, Pearson Correlation 0.443(**) 0.252 -0.023 1
Sig. (2-tailed) 0.005 0.122 0.889

Source: Developed by the author.
Note: *Significant at 5% level (2-tailed),
** Significant at 1% level (2-tailed). N = 39.

An examination of Table 2 shows that the highest correlated variable of the Y is the
X, variable, having a correlation coefficient of 0.443 and it is significant at a 0.005 level
of significance (P < 0.01). While the next correlated variable to the Y, variable is the
X, with a correlation coefficient of 0.392 and significant at a 0.014 level of significance
(P <0.05), while X, has a negative correlation coefficient of -0.042 and not significant
(P =0.801). The analysis of the independent variables shows that there are no cor-
relations among them, indicating that there is an absence of multicollinearity. With
regards to the correlation analysis, we conclude that larger non-financial firms tend to
have higher market values than smaller firms. Where as the capital-mix of long-term
debt and equity capital has a positive influence on the firms’ market value, their total
debt (combination of long and short term debts) to total capital has a negative impact
on their market value.

Regression Analysis. This study primarily examined the empirical effect a firm’s
debt-equity choice has on its value. In order to evaluate this effect, this study adopted
the multiple regression estimation analysis, and the regression results of the model
are given in Table 3 below.

The results from the multiple regression analysis reported the F-statistic to be 4.753
and being statistically significant at a 0.007 level (P < 0.05). The R* and adjusted R?
values are indicated as 0.289 and 0.229 respectively. The Adj-R’ value shows that the
estimated model is able to explain about 23% of the variations in firm value. While the
Durbin—Watson test shows a value of 2.040. Examining the regression coefficients
of the model, X, has a coefficient value of 38.435 and is positively significant at 0.040
level (P <0.05), X, has a negative coefficient of -3.040 and is not statistically significant
(P =0.508), while X, has a coefficient of 25.072 and a significant value of 0.020 level
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(i.e. P <0.05). Based on the regression analysis as shown in Table 3, we conclude that
a positive and significant relationship exists between a firm’s market value and its
debt-equity choice and size. In conformity with the M&M and static-order theoretical
standpoints, Table 3 plainly demonstrates that a firm’s market value increases as a
result of the increase in its financial leverage since the expected coefficient for X is
positive. However, the level of its total-debt to total capital ratio should be adequately
managed so as to minimize debt associated risk. The estimate for the X, simply suggests
that bigger companies have higher market value for every unit of investment. Hence,
supporting the argument for investment diversification and economies of scale in
leverage related costs (Abu, 2008).

Table 3
Regression Analysis Results

Predictors’

Variables Constant X, X, X,
Dependent 0.032 0.040 0501 0.020

Variable

Y, (-148.047)a (38.435)a (-3.040)a (25.072)a
-2.238** 2.133** -0.681 2434%*

Source: Developed by the author.
Note: **Significant at 5% level and coefficients are in parenthesis.

Furthermore, in order to find out the autocorrelation in the residuals in the
regression, the Durbin—Watson (DW) value of model was computed. The result
shows the value of 2.040, implying that the independence of residuals assumption is
not violated. This conclusion is based on the suggestion of Kohler (1994), stating that
the Durbin—Watson values have an upper limit of 4 and lower limit of zero. So, if the
Durbin—Watson value is equal to 2, then there exists no autocorrelation, but if the
value is less than or greater than 2, then there exists a positive correlation or negative
correlation respectively. Also, it was observed from the analyses, that most non-
financial firms in Nigeria scarcely made use of debt capital in their capital structure,
thereby making their capital structure lopsided, i.e. more equity capital to debt. It was
also observed that the firms’ debt structure is mostly dominated by short-term debis.
One of the reasons identified for the inappropriate capital mix is due to the lack of
theoretical background on the part of the financial managers.

Conclusion. After the seminal Modigliani—Miller paradigm on the theory of
capital structure and the effects on market value in 1958, major debates have centred
on the existence of an optimal capital structure and the level of debt usage relevant to
individual firm’s capital structure. Therefore, for this discrepancy in theory that this
study attempted to empirically investigate how a firm’s choice of capital structure
affects its market valuation, basing its argument on the Modigliani-Miller relevance
theory and the static-order theory of capital structure. Consistent with prior empirical
studies, we conclude that a firm’s leverage choice affects its market value positively and
significantly. Suggesting that, a firm can actually attain an optimal capital structure,
where its risk will be minimized and returns maximized. This is in support of the research
findings of Modigliani and Miller (1963) and Abu (2008) among others, but in sharp
contrast to the pecking order theory as propounded by Donaldson (1961), which
assumes a firm’s capital structure as irrelevant to its market value and that a firm’s
choice of capital structure should follow a well-defined order.
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I A. BABAJIOJIA,
acnipamnm,
Cxionoyxpaincorutl nayionarvhuil yrisepcumem im. Borooumupa Jans, Jyzancok

KopnopaTtuBHa cTpyKTypa Kamitaxy
Ta iioro puHkoBa Bapricth y Hirepii

Emnipuuno docrioaceno enniue cmpykmypu kanimany Qipmu na i punkosy eapmicme.
Jns ananisy suxopucmano oami npo He@inancosi Komnauii, exaoueni 0o 6ipaco6ozo
ricmunzy, 3a 2005—2009 pp. Pesyivmamu pezpeciinozo anauisy nokasyioms 3Haunu
NO3UMUBHULL 36 SI30K MIJIC PUHKOB010 8apmicmio neginarncosux ¢gipm ma gioHowennam ix
3abopzosanocmi 00 ix 61aCHO20 Kanimany. Ane OCKiIbKu iCHYE HezamueHull 36’ 130K Mi
GiOHOWEHHAM CYKYnHozo bopzy 0o CYKYnNHo2o Kanimany Gipmu ma ii puHKo8010 6apmic-
mio, 11020 PO3MIP NOSUMUBHO BNIUBAE Ha il punKosy sapmicmb. Moxcha niocymyeamu,
wo ﬂeeepuaafc Pipmu nosumusHo eniusae na i punxosy sapmicmo. Ipunyckaemocs, wo
nacnpagdi ipma modxce docsizmu ONMUMALLHOT CMPYKMYPU KANiMaiy.

Knrouoei cnoea: cmpyxmypa xanimany, punkosa sapmicmo, He@inancosi gpipmu,
cmamuuna meopis nopsaoKy, poamip pipmu.

. A. BABAJIOJIA,
acnupaunm,
Bocmounoyxpaunckuti nayuonanvolil yrusepcumem um. Bradumupa Jlans, Jlyeanck

KopnopaTtuBHas CTpyKTypa Kanurajia
U ero pbIHOYHasi crouMocTtb B Hurepun

IMIUPUUECKU UCCTICO08ANO BIUSIHUE CIPYKMYPbL KANUMALA PUPMBL HA €€ POIHOUHYIO
CMOUMOCIb. AHANU3 BbINOTHEH HA OAHHBIX O HEUHAHCOBBIX (PUPMAX, BKTIOUEHHDLX 6 OUP -
acesott nucmune, 3a 2005—-2009 zz2. Pe3ynvmamut pezpeccuoniozo anaiisa nokasolearom
SHAUUMENLHYIO NOJIONCUMETLHYIO CBA3b MENCOY PHIHOUHOU CIMOUMOCTIBIO HEPUHAHCOBBIX
upm u ommowenuem 3adouncernocmu Kk coocmeennomy kanumany. Ho nockonvky cywec-
meyem ompuyamenvHast Cesi3b MeHCoy OMHOUEHUEM COBOKYNHOZO0 00J2Ad K COBOKYNHOMY
Kanumany upmol u ee PolHOUHOLU CIOUMOCMBIO, €20 PA3MEP NOLONCUMENLHO UM HA
Loy cmoumocmy. Taxum 06pazom, MOICHO 3aKIIOUUMD, YMO JLeBePUONC PUPMbL
NOLOACUMETDHO BUSAEM HA e€ PLIHOUHYI cmoumocmy. [Ipednonazaemcs, umo na camom
dene upma moscem ocmuus ONMUMATLHOU CIMPYKMYPbL KANUMAILA.

Kmouesoie cnosa: cmpyxmypa kanumaia, polHouHAsi CMOUMOCHIb, HePUHANCOBLIE
pupmoL, cmamuueckas meopusi NOPAOKa, pasmep GupmoL.
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